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SUBJECT: Excl usion/Retired Pay and Survivor Annuities Received fromRetirement from
Arnmed Forces

SUMVARY

Under the Personal Income Tax Law (PITL), this bill would exclude from California
gross income any mlitary retired pay and any survivor annuities received as a
result of active service as a nenber of the armed forces of the United States.

EFFECTI VE DATE

As a tax levy, this bill wuld be effective i medi ately upon signature and woul d
apply to taxable years beginning on or after January 1, 2000.

LEGQ SLATI VE/ PROGRAM HI STORY

Prior law (Ch. 147, Stats. 1943) allowed a deduction fromgross income for al

sal ari es, wages, bonuses, allowances, and other conpensation received for service
as a menber of the Arned Forces for taxable years 1943 through 1948 (World War
I1). Ch. 12, Stats. 1952, reinstated the Wrld War |11 exclusion but limted it
to $1, 000 per year. In 1971, Ch. 1, Stats. 1971, Ex. Sess., further limted the
exclusion to conpensation (other than pensions and retirenent pay) received for
servi ce on extended active duty. For taxable years commencing after Decenber 31
1972, Ch. 1359, Stats. 1972, added an annual $1,000 exclusion from gross incomne
for pensions and retirenment pay as well as for conpensation for other than
extended active duty. This exclusion, however, was limted to taxpayers with

adj usted gross inconme of $17,000 or less. AB 66 (Ch. 1461, Stats. 1985)

i ncreased the phase-out range to $27,000, for taxable years beginning on or after
January 1, 1985. AB 4419 (Ch. 779, Stats. 1986) excluded fromgross inconme up to
$500 per nmonth received for active duty service pursuant to a CGovernor-decl ared
ener gency. AB 53 (Ch. 1138, Stats. 1987) repeal ed each of these exclusions and
established a tax credit, not to exceed $40 in any taxabl e year, based on various
types of mlitary income. The credit was repealed by its own terns effective
January 1, 1992. AB 1365 (99/00), which failed passage in the Assenbly Revenue
and Taxation Commttee, would have excluded fromgross incone any mlitary
retirement pay, mlitary disability pay or any other benefits received by a
person retired fromthe arned forces. AB 2561 (99/00), as introduced February
24, 2000, is identical to this bill and woul d exclude from California gross
income any mlitary retired pay and any survivor annuities received as a result
of active service as a nenber of the armed forces of the United States.

Board Position: Department Director Date
S NA — NP
SA [e) NAR Alan Hunter for GHG 3/16/00
N OUA X PENDING

C:WINDOWS\TEMP\SB 1725 02-23-00 BAOF.DOC
LSB TEMPLATE (rev. 6-98) 03/21/00 7:49 AM



Senate Bill 1725 (Haynes)
I ntroduced February 23, 2000
Page 2

SPECI FI C FI NDI NGS

Exi sting federal and state | aws provide that gross income includes all incone
from what ever source derived, including conmpensation, business inconme, gains from
property, dividends, rents, interest and royalties, unless such incone is
specifically excluded or exenpt.

Exi sting federal and state | aws provide that certain types of incone are excl uded
fromgross inconme, such as certain death benefits, gifts and inheritances,
conpensation for injuries and sickness, qualified schol arships, educationa

assi stance progranms and foster care paynents.

Under federal and state | aws, conpensation received by a nmenber of the Arned
Forces is subject to inconme tax unless specifically excluded. Qualified mlitary
benefits are excludable fromincone. Qualified benefits include benefits paid by
the Veterans Administration, such as disability conpensation, pensions,

educati onal assi stance, etc. In addition, nedical benefits, mlitary disability
benefits, various travel allowances and other benefits provided by the mlitary
may be excludable. Dislocation allowances, tenporary | odging all owances and
nmove-in housing all owances provided for a permanent change of station also are
excl udabl e from gross i ncone. Conpensation received for any nonth while serving
in a conbat zone is excludable.

Under current state and federal |aws, a nmenber of the arnmed forces of any country
and the unifornmed services of the United States may exclude from gross incone
anounts received as a pension, annuity or simlar allowance for personal injury
or sickness resulting fromactive service.

Under federal and state |aws, gross inconme of a nonresident from sources within
this state does not include any retired or retainer pay of a nmenber or former
menber of a unifornmed service, as computed under Title 10 of the United States
Code and received on or after January 1, 1996.

This bill would provide that gross inconme shall not include retired pay or
survivor annuities received by an individual as a result of the active service of
a menber of the arnmed forces of the United States.

Pol i cy Consi derati ons

This bill would create differences in the calculation of inconme between
federal and California tax |law, thereby increasing the conplexity of
California tax return preparation.

| npl enent ati on Consi derati ons

I npl enenting this bill would not significantly inpact the departnent’s
progranms and operati ons.

FI SCAL | MPACT

Departnental Costs

This bill is not expected to significantly inpact the departnental costs.
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Tax Revenue Esti mate

Based on data and assunptions di scussed bel ow, the foll ow ng revenue | osses
are projected to result fromthis proposal:

Esti mat ed Revenue | npact of SB 1725
As Introduced February 23, 2000
Assuned Effective From 1/1/00 Wth Enactnent After 6/30/00
(In $M 1 1ions)

Fi scal Years 2000/ 01 2001/ 02 2002/ 03
Revenue | npact -$235 -$195 -$200
( Rounded)

Any possi bl e changes in enpl oyment, personal incone, or gross state product
that mght result fromthis provision are not taken into account.

Revenue D scussi on

Revenue | osses woul d depend on the anmount of qualified retired mlitary
paynments received in any given year for which state i ncone taxes would
ot herwi se be incurred.

According to avail able data fromthe U S. Departnent of Defense, mlitary
retired pay and survivor annuities paid to California residents was nearly
$299 million for the nonth of Septenber 1999. The total anount for year 1999
was projected at $3,584 mllion. This value was increased 5% annually for a
2000 projection and for years thereafter.

This total amount was reduced 15%to allow for
current | aw exclusions for certain nontaxable disability retired pay; and
reci pients not incurring state income taxes.

A 6% average nmarginal tax rate was then applied to estimate the state revenue
loss (on the order of $190 million for the 2000 taxable year).

The 2000/01 fiscal inpact reflects all 2000 | osses plus 25% of the year 2001
| osses to allow for reduced estinmated tax paynents.
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